Financial markets appear to improve the allocation of capital -across 65 countries, those with developed financial markets increase investment more in growing industries, and decrease investment more in declining industries, than financially undeveloped countries. The efficiency of capital allocation is also negatively correlated with the extent of state ownership in the economy, and positively correlated with the degree of firm-specific movement in domestic stock returns and the legal protection of investors (which appears to be particularly useful for limiting investment in declining industries). 
Financial markets appear to improve the allocation of capital -across 65 countries, those with developed financial markets increase investment more in growing industries, and decrease investment more in declining industries, than financially undeveloped countries. The efficiency of capital allocation is also negatively correlated with the extent of state ownership in the economy, and positively correlated with the degree of firm-specific movement in domestic stock returns and the legal protection of investors (which appears to be particularly useful for limiting investment in declining industries). Introduction A fundamental job of the economy is to allocate its scarce capital efficiently.
Capital is supposed to be invested in sectors expected to have high returns, and withdrawn from sectors with poor prospects.
Economists have long suspected that formal financial markets and associated institutions improve the capital allocation process, and thus contribute to economic growth. One popular theory is that efficient secondary market prices help investors identify good investments from bad ones through a mechanism like Tobin's Q. Another is that lenders and intermediaries screen out bad projects [Schumpeter (1912) and Diamond (1984) ]. Agency theories argue that pressure from external investors, or managerial ownership, encourages managers to pursue value-maximizing investment policies [Jensen (1986) ]; in turn, effective laws against misuse of minority investors' funds are a key determinant of their supply of finance to good projects [La Porta, Lopez-de-Silanes, Shleifer, and Vishny (1997) ].
Despite this body of theory, there is little direct evidence that financial markets actually do improve the allocation of capital -or, if they do, what mechanisms are at work. This paper takes a step toward filling the gap. The basic data set is a 65-country, 28-manufacturing industry, 33-year panel of gross capital formation (investment) and value added (sales minus cost of intermediate goods). The main result is that financial markets -as measured by the size of the domestic stock and credit markets relative to GDP -do appear to be associated with a better allocation of capital. Financially developed countries increase investment more in their growing industries, and decrease investment more in their declining industries. Thus, although financially developed countries may not invest at a higher level [Carlin and Mayer (1998) and Beck, Levine, and Loayza (1999) ], they do seem to allocate their investment better.
For example, the elasticity of industry investment to value added is several times higher in Germany, Japan, the United Kingdom, and the United States, than in financially undeveloped countries such as Bangladesh, India, Panama, and Turkey. Put differently again, relative to countries with large financial markets, other countries both overinvest in their declining industries and underinvest in their growing industries. Since value added growth is reliably positively correlated with Q (which, unfortunately, cannot be constructed in a consistent way for a wide range of countries and industries), this result suggests that financial development helps a country take better advantage of its investment opportunities. This means that financial markets may do a lot more than just provide a sideshow to the real economy; instead, they may contribute to a fundamental allocative function.
As mentioned above, there are several theoretical reasons to expect this conclusion. The paper attempts to shed light on which features associated with financial development are important for capital allocation. There are three main findings. First, countries with stock markets that impound more firm-specific information into individual stock prices -in other words, those that have less stock price "synchronicity" as measured by Morck, Yeung, and Yu (1999) -do exhibit a better allocation of capital, at least according to the measure used in this paper. This is consistent with the suggestion (by Morck et al. and many others) that informationally efficient secondary market prices help investors and managers distinguish good investments from bad ones.
Second, state ownership is associated with relatively poor capital allocation.
Countries with extensive state ownership in the economy do not increase investment much in growing industries, and do not decrease it much in declining industries. This is consistent with the experience of socialist and government-dominated systems of allocating capital, and provides indirect evidence for Shleifer's (1998) view that "elimination of politically motivated resource allocation [in favor of market allocation] has unquestionably been the principal benefit of privatization around the world."
Third, strong minority investor rights, as measured by La Porta et al. (1998) , are associated with better capital allocation. It appears that the allocational benefit of investor rights comes mainly through limiting overinvestment in declining industries as opposed to improving the supply of finance to growing industries. This suggests a straightforward application of Jensen's (1986) free cash flow theory. To the extent that agency problems are more severe when minority investor rights are weak, we might expect them to be manifest in overinvestment in declining industries. That theory is consistent with the evidence. This paper complements an emerging literature that studies the relationship between finance and economic growth. At the country level, King and Levine (1993) , Levine (1998) , Levine and Zervos (1998), and Beck, Levine, and Loayza (1999) make an empirical case that financial development causes growth. At the industry level, Rajan and Zingales (1998) show that industries that are externally financed in the United Statesarguably, industries with a technological need for external finance, perhaps to reach an efficient scale -grow faster in financially developed countries. At the U.S. state level, Jayaratne and Strahan (1996) find that economic growth increases in states that relax intrastate bank branching restrictions. At the firm level, Demirguc-Kunt and Maksimovic (1998) use a financial planning model to estimate firms' sustainable growth rates in the absence of external finance, and find that firms in financially developed countries grow faster than the model predicts. Goldsmith (1969) , McKinnon (1973) , Shaw (1973) , and Greenwood and Jovanovic (1990) conjecture that financial markets improve growth in part because they improve the allocation of capital. Jayaratne and Strahan provide some evidence that their U.S. state-level results reflect improvements in the quality of banks' loan portfolios -i.e., improvements in the allocation of capital. Also, in their cross-country study, Beck, Levine, and Loayza infer that the channel is improved allocational efficiency, as suggested by the fact that financial development (specifically, the banking sector) is not robustly associated with higher capital accumulation. Instead, banking is associated with higher productivity growth, which is how an improvement in the allocation of capital is expressed in their growth accounting framework. This paper gives definition to the finance-growth literature by providing more direct evidence that financial development improves the allocation of capital.
The paper proceeds as follows. Section II motivates and estimates the elasticity of manufacturing industry investment to value added for 65 countries. Section III connects the elasticity estimates to dimensions of financial development. Section IV concludes.
II.
Measuring the allocation of capital across countries
A. Prior work
A few authors have attempted to measure the efficiency of capital allocation for a single developing country, with an eye toward assessing changes over time. Gupta and Lensink (1996) summarize studies by Cho (1988) While this methodology has the appeal of being grounded in production theory, its power in practice depends on the ability to accurately measure the expected marginal return to capital. Financial economists are acutely aware that how to do this for a single firm, let alone for an entire industry, set of industries, or set of countries, is not uncontroversial. A second difficulty is the lack of data on industry capital stocks. A third is the required inference that any reduction in the dispersion of returns is actually due to improved capital allocation. Shifts in industrial organization, product or factor market shocks, or other types of economic liberalizations are likely to occur near financial liberalizations [Henry (1997) ], but they must be ruled out.
B. Data and methodology
Because I am interested in evaluating the allocation of capital across a broad range of financial systems, not just one or two countries, the binding constraint is the availability of comparable international data. The best single source for basic international manufacturing statistics is the United Nations' General Industrial Statistics panel (INDSTAT-3 CD-ROM). Rajan and Zingales (1998) and Carlin and Mayer (1998) also use this data set. This data set includes country-industry-year observations of gross fixed capital formation, value added, and output. Unfortunately, the series is not long enough so that one could sum up capital formation to get industry capital stock measures. The consequent lack of capital stock data rules out the prospect of estimating a structural investment equation based on production theory.
Faced with these data constraints, I adopt a simple and transparent methodology. I assume that optimal investment implies increasing investment in industries that are growing rapidly, and decreasing investment in industries that are declining. Since the sum 1 A few countries do not report data for a very wide range of manufacturing industries. Barbados, Libya, and Swaziland usually report on fewer than ten industries per year. Cameroon and Malawi also report on fewer than ten industries in a significant number of years. This likely reflects a combination of unsuitably aggregated statistics as collected by the country as well as their real lack of industrial diversification.
of value added across all firms in the economy is GDP, and economic growth is typically measured as growth in GDP, growth in industry value added is the natural way to measure industry growth. I use growth in industry gross fixed capital formation to measure growth in investment, since an investment measure net of depreciation is not available. 2 Raw data on capital formation and value added were adjusted to current U.S. dollars using the yearaverage exchange rate reported by the IMF's International Financial Statistics. To convert into real dollars, capital formation was deflated by the U. S. capital goods PPI and value added was deflated by the U. S. finished goods PPI (base year 1982 for both series). This procedure implicitly assumes purchasing power parity for capital goods and finished goods. I also used price indexes for capital goods and finished goods from the Penn World Tables (Summers and Heston (1991) ] to adjust for deviations from PPP. This did not alter any main results, but reduced sample sizes because price indexes are not available for all countries and years for which I had industry-level data. Therefore I chose the simpler adjustment.
With this data I estimate the following specification for each country:
where I is gross fixed capital formation, V is value added, i indexes manufacturing industry, c indexes country, and t indexes year. The slope estimate in (1) Another potential concern in this regression framework is reverse causalityperhaps investment does not respond to an exogenous change in investment opportunities, but rather causes a contemporaneous improvement in value added. Prior literature has found, however, that fixed capital does not become productive until an average of two years after the investment decision has been made (see Mayer (1960) or Hall (1977) for U.S. evidence on gestation lags). In order for investment to influence value added contemporaneously, fixed capital expenditures would have to become productive immediately.
A related concern is that firms in some countries may be differentially financially constrained, and this could show up as a higher sensitivity of investment to current cash flow, as in Fazzari, Hubbard, and Petersen (1988) . But we will see that the pattern of elasticity estimates across countries is inconsistent with this interpretation. One would need to explain why firms in Germany and the United States (which have comparatively high elasticity estimates) are more financially constrained than firms in India and Indonesia, for example. Only the reverse pattern seems plausible.
4 Primary SIC codes were used to group U.S. firms in WorldScope by ISIC industry, using the U. S. Department of Commerce (1979) SIC to ISIC correspondence. Average values of average Q, the log priceearnings ratio, and log sales growth were then computed across all U.S. firms within that ISIC industryyear. To ensure that the industry-level aggregate is an accurate reflection of broad industry conditions, I include only industries in which at least twenty firms are covered in WorldScope. WorldScope reports at most ten years of data on any one firm, and does not include inactive firms, so most of the observations are from 1986 or later.
One might also suggest various modifications to the form of (1). I arrived at this simple specification after estimating several more elaborate ones, all of which give similar results. For instance, industry effects are rarely even jointly significant, so including 28 of them is not worth the degrees of freedom lost in countries with few observations. Nor does including lags of value added growth change the basic results.
The coefficients on contemporaneous value added growth tend to be three or four times higher than coefficients on one-year-lagged value added growth. Another benefit is expositional: excluding these lags also allows us to focus on just a single coefficient for cross-country comparisons.
More significantly, the specification does not include year effects. Thus, the slope coefficient in (1) credits the country both for investing in the right industries at a given point in time, and for marshaling higher overall investment when overall growth is high.
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Obviously, both dimensions are required for a complete understanding of capital allocation. Later in the paper, I discuss the results of decomposing these elasticity estimates into within-year and between-year components. I also discuss the results of allowing asymmetry in the elasticity, which answers the question whether a high sensitivity of investment growth to value added growth reflects increased investment in growing industries, decreased investment in declining industries, or both. These exercises are important not just for determining the robustness of the results but also for understanding their sources.
In summary, for the purpose of this investigation, the most important criterion for a measure of the efficiency of capital allocation is that it be comparable across countries.
From this perspective, using industry growth as an investment opportunity measure has some appeal. It is simple to measure, appears to have a reasonably high correlation with more sophisticated measures of investment opportunities, and is directly comparable across countries and industries. This allows us to study a large number of countries within a common framework, and to exploit the fact that international variation in financial institutions dwarfs within-country variation due to financial deregulation events.
Another advantage vis-à-vis the methodology of prior studies is that (1) allows us to judge allocative efficiency from direct observation of investment flows. This is more satisfying (and perhaps more convincing) than inferring it from the distribution of estimated shadow prices and shadow values of capital. R is close to zero. In these countries, investment does not get ramped up in growing industries, and does not get slowed down in declining industries.
C. Estimates of the efficiency of capital allocation in 65 countries
Since these are elasticities, cross-country differences are easy to interpret. For instance, consider a shock which causes value added growth of 10%. (This is a smallerthan-one-SD shock for all countries but the United States, per Table I .) The estimates in Table II imply that investment will increase by a bit more than 7%, on average, if the industry is in the United States, but only by 1% if the industry is in India. This difference appears sensible and economically important.
One potential criticism of these results is the possibility that data quality varies across countries, and this causes an attenuation bias. However, the differences in data quality required to account for the range of estimates in Table II would have to be very large. For example, suppose the true country elasticity is .800 (e.g., as estimated for Belgium) but the least-squares estimate is .200 (e.g., as estimated for Indonesia). If white noise measurement error is to account for this difference, the variance of the measurement error (the noise) in industry value added growth must be three times the true variance of industry value added growth (the signal). 7 Thus, while it does seem plausible that data quality differs across countries, it does not appear that this could be the driving force behind the sizeable differences apparent in Table II. 7 This follows from the formula for asymptotic bias due to a badly measured independent variable:
where γˆ is the least-squares estimate, γ is the true parameter, x = x * + u is the observed badly measured variable, and u is white noise measurement error.
III. Financial determinants of the allocation of capital

A. Theories
Efficient investment, and hence an efficient allocation of capital, depends on two processes running smoothly. First, managers and investors must be able to distinguish promising investment opportunities from mediocre ones. Second, managers must have incentives to actually invest in the most promising opportunities, not pursue other objectives.
In theory, financial development can facilitate both processes. In terms of identifying opportunities, economists have long emphasized the role of secondary market prices as public signals. These signals may be more informative in larger, more liquid markets. One reason is that larger markets encourage arbitrage, through liquidity, the existence of more and better substitutes to use as hedges for trading against mispriced securities, and reduced transaction costs. Another reason is that liquidity and size increases the returns to private information acquisition, since informed traders may more easily hide their information in a series of trades [e.g. Grossman and Stiglitz (1980), Kyle (1984) , and Holmstrom and Tirole (1993)].
Other economists believe that banks help to aggregate important information about investment opportunities. Bagehot (1873) and Schumpeter (1912) wrote about the screening role of banks, and Diamond (1984) shows how centralized intermediaries economize on the costs of acquiring information about disparate opportunities. This saves individual investors from having to evaluate each project themselves, and thereby increases the level of information acquired prior to the supply decision. Boyd and Prescott (1986) study related functions of intermediaries.
But even if it is reasonably clear which investments are best, without good governance there is no assurance that self-interested managers and insiders will pursue the value-maximizing investment policy. Jensen (1986) argues that a symptom of such agency problems is the waste of free cash flow -cash generated from operations that isn't earmarked for good projects or to repay suppliers of finance and is instead reinvested in projects with fundamentally poor prospects, but which provide insiders with some private benefit.
These problems extend to state-owned firms with equal or greater force. In stateowned firms, resource allocation is particularly unlikely to be guided by valuemaximization. Instead, political motives are often central, and -even where politics aren't at issue -soft budget constraints and poor monitoring give managers in stateowned firms extremely weak incentives for efficiency [see for example Shleifer (1998) ].
Thus the incentives for efficiency provided by private ownership and governance institutions can directly impact the allocation of capital.
B. Financial development data
A first step toward evaluating these theories is to explore the basic relationships between the development of financial markets and the allocation measures in Table II .
The ideal measure of financial development would be the all-in cost of capital for a given investment project. XXXX because this summarize supply conditions XXXXX Unfortunately, I am not aware of reliable international data on the cost of external capital.
Lacking data on the price of finance, researchers have used its quantity as a summary indicator of financial development. The assumption is that more financing activity reflects a lower cost of capital, and, implicitly, a more competitive financial market with better institutions. I follow Goldsmith (1969) , King and Levine (1993) , La Porta et al.
(1997), and Rajan and Zingales (1998) in taking the size of a country's equity and credit markets relative to its GDP as a proxy for the general level of financial development. (Equity market data is not available for a wide range of countries before 1980.) STK/GDP ("stock capitalization to GDP") and CRED/GDP ("credit to GDP") are logs of one plus these average values. A summary measure of financial development, FD, is the log of one plus the average sum of stock market capitalization and credit to GDP.
These variables are summarized in Appendix I. FD is lowest in Zambia, which had no stock market during this period, and highest in Japan, which had an expansive credit market. In the typical country in the sample, the credit market is two to three times the size of the stock market. These figures and the cross-country ranges are similar to those reported by La Porta et al. (1997) and Rajan and Zingales (1998) for smaller sets of countries. Appendix I also reports the 1960 value of per capita GDP; the date is chosen to minimize the potential for endogeneity.
C. Basic relationships
What determines the elasticity of industry investment to value added? As a first step, Figure I plots the elasticity estimates from Table II (2) and (3) show that the size of both stock markets and credit markets are individually also associated with high investment-value added elasticities. When both stock market size and credit market size are included in the same specification, as in (4), credit market size dominates.
Specification (5) shows that per capita GDP is also strongly positively associated with the country elasticities, partly reflecting the correlation of financial development and income but also suggesting non-financial determinants of the allocation of capital. However, a strong independent effect of financial development remains even after controlling for
One might argue that financial markets capitalize the expectation that a firm's future investment opportunities will or will not go unfunded. Therefore valuations could be higher in certain countries because they are better at allocating capital. In an attempt to isolate the exogenous influence of financial development, specifications (8) and (9) use country of legal origin -English, French, German, or Scandinavian -as an instrument for et al. (1997) argue that the legal protections provided to outside investors are an important determinant of financial development. They also observe that these legal protections are determined to a large extent by the colonial history of the country.
Country of legal origin therefore makes a plausible instrument for financial development.
9 Specification (8) shows that the component of FD predetermined by legal origin actually has a larger impact on the investment-value added elasticity than in the analogous OLS specification. This does not support the endogeneity hypothesis offered above. Instead, the independent effect of financial development over per capita GDP suggests that the relationship in Figure I reflects, at least in part, the influence of financial characteristics.
Since the total level of manufacturing investment does not vary across countries according to the degree of financial development [Carlin and Mayer (1998) 37% of the sample).
The results indicate that financial development is associated with both increasing investment in growing industries, and decreasing investment in declining industries.
Interestingly, specification (6) shows that the level of income is not a significant determinant of the extent to which declining industries restrain investment, but financial development is. This suggests a characteristic governance role for external finance, a hypothesis supported by evidence I present later on the importance of investor rights.
Specifications (7) - (12) analyze the between-year and within-year components of the elasticity estimates. The between-year elasticity answers the question, does manufacturing-sector-wide investment growth respond to manufacturing-sector-wide value added growth? It is estimated by regressing the average investment growth across industries in a given year on the average value-added growth across industries in that year. Thus, there are at most 33 observations in a given country for this regression, one per year. The within-year elasticity is just the year fixed effects estimator -equation (1) 10 Consistent with the results of Carlin and Mayer and Beck et al., I find no significant positive relationship between the average manufacturing investment ratio (reported in Table I ) and financial development. Nor is there a significant (or even positive) relationship after excluding the relatively financially undeveloped countries with unusually high investment ratios (above 0.1).
including year dummies. It answers the question, within a given year, is investment growth across industries related to value added growth?
The results in Table IV indicate that financial development is significantly positively related to both within-year and between-year aspects of capital allocation. Both of these sources of variation in value added growth turn out to be important to the overall variation; the mean within-year estimate is 0.239, the mean between-year estimate is 0.766, and the mean overall estimate (from Table II ) is .429. Note that the overall estimate is a weighted average of the within-year and between-year estimates, with the weights dependent upon which source of variation dominates the overall variation. For the average country, a proportion of .543 of the overall estimate is due to the betweenyear estimate, and the remainder comes from the within-year estimate.
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Interestingly, this decomposition also identifies a difference between the role of credit markets and stock markets. Credit markets appear to be more important for between-year allocation, while stock markets appear to be more important for within-year allocation. Why this should be the case is not obvious. Perhaps the signal function of stock prices is more useful for distinguishing between firms at a given point in time and less successful at identifying economy-wide opportunities. The evidence in the next subsection does indeed indicate that the "synchronicity" of the domestic stock marketthe extent to which firms' stock returns move together (and thereby may not reflect firmspecific information that would be useful for distinguishing between firms) -is associated with relatively poor overall allocation. 
D. Other determinants
How do financial markets improve the allocation of capital? The theories outlined above point to channels that emphasize the identification of good investments as well as the incentives to pursue them. In this subsection I give an initial evaluation of some of the ideas. The results need to be viewed with some caution because, due to data availability, the number of countries in the sample is sometimes less than two dozen. But it is reassuring that they are in line with theoretical predictions.
The most frequently cited social function of stock prices is to provide public signals of investment opportunities. But if stock prices are not very informative, they will not be useful guides to investment. Morck, Yeung, and Yu (1999) measure the "synchronicity" of stock prices in a few dozen stock markets in 1995. They argue that this synchronicity measure captures the amount of firm-specific information impounded into stock prices, with more firm-specific information being associated with less synchronicity. I use the data they report on the fraction of stocks which move in the same direction in a given week in the first half of 1995 (the period for which they report data)
to construct a country-specific measure of stock market synchronicity, SYNCH. by mail is permitted) are written in the commercial code of each country, and how many out of four creditor protections (e.g. secured creditors are first in line for distribution of bankruptcy proceeds) are written in its bankruptcy and reorganization laws. To form a summary measure of the effective legal rights, RIGHTS, I multiply the number of these investor rights that exist in the law (0 to 10, integer) by a measure of the domestic "rule of law" (0 to 1, continuous). This reflects an intuition that strong but unenforced laws are not useful, nor is strict enforcement of fundamentally weak laws.
Specification (1) of
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Specifications (2) and (3) show that both these variables are associated with capital allocation in the expected direction. When they are considered jointly with stock price synchronicity, and also financial development and per capita GDP, their individual effects tend to diminish, though the negative effect of synchronicity remains statistically significant. However, due to data availability, these regressions contain only a third of the 12 For countries with no data before 1985, I take the 1986-1991 average. full sample, and it is probably misleading to conclude too much from them. The strongest statement to make is that these variables are significantly correlated with the measured efficiency of capital allocation in the direction of theoretical priors.
14 Finally, the last two specifications in Table V look 
IV. Conclusions
Despite the fact that economics is commonly defined as the study of the allocation of scarce resources, the reality of the capital allocation process has received relatively little attention. Financial economists, for example, have concentrated on the portfolio allocations of individual investors to the exclusion of the allocation problem of the economy as a whole.
This paper explores international differences in the efficiency of real capital allocation and argues that financial markets are behind a considerable portion of these differences. Relative to financially undeveloped countries, financially developed countries boost investment more in growing industries and cut it more in declining industries. This identifies a specific mechanism by which financial markets improve the real economy, and calls into question the typical macroeconomic modeling assumption that, no matter what country is being studied, capital flows effortlessly to equate marginal returns across sectors and across time.
The results also shed some light on the broad mechanisms by which financial markets improve capital allocation. Stock markets appear to provide useful public signals of investment opportunities, particularly those that exhibit a high proportion of firmspecific price movements; economies dominated by state-owned firms do not allocate capital efficiently; and minority investor rights may help to reduce overinvestment in declining industries. While these results are subject to the limitations of cross-country analysis, they are consistent with theoretical priors. A few results also raise interesting new questions. For instance, why are stock markets more important for within-year allocational efficiency, and banks more important for between-year allocational efficiency?
In terms of implications, is better capital allocation a reason why financial development is associated with economic growth? Some evidence suggests that it is.
Bagehot (1873) cites better capital allocation as a primary reason for England's comparatively fast growth in the mid-to-late 19 th century. And Beck, Levine, and Loayza (1999) find that countries with a developed banking sector exhibit higher productivity growth, a result they attribute to superior capital allocation.
As a closing remark, the results of this paper do not support the rationale given for taxes on securities transactions as advocated by Keynes (1936) , Tobin (1982) , and (more cautiously) Summers and Summers (1989) . Kenyes writes, "Wall Street['s] . . . proper social purpose is to direct new investment into the most profitable channels in terms of future yield." A transaction tax is supposed to throw enough "sand into the gears" (Tobin's phrase) to remove some of the purely speculative interests from financial markets, and leave the real, allocative interests to work unfettered. But the assumption that large and liquid capital markets allocate capital less efficiently than smaller, less liquid markets is directly contradicted by the evidence presented here.
Table I. Summary statistics of total manufacturing investment, industry investment growth, and industry value added growth
Summary statistics for the total manufacturing investment-output ratio, log industry investment growth, and log industry value added growth for 65 non-socialist countries. ISIC-3 industry-year data on gross capital formation, output, and value added are from the 1997 United Nations' INDSTAT-3 database. Countries report nominal data for up to 28 ISIC-3 manufacturing industries per year. The third column indicates the first and last years for which useful data is available, but for some countries there are interruptions within this range. Values are converted to current U.S. dollars using the year-average exchange rate reported by the IMF's International Financial Statistics. Real gross capital formation in industry i in country c in year t (I ict ) is then computed by deflating the nominal series by the U.S. capital goods PPI (base year 1982). Real value added (V ict ) and real output are computed by deflating the nominal series by the U.S. finished goods PPI (base year 1982). The manufacturing investment-output ratio is the ratio of total manufacturing investment to total manufacturing output, averaged across years. Observations with absolute values exceeding one for either log investment growth or log value added growth, and those that comprised less than 0.1% of the country's total manufacturing value added, are excluded. The dependent variable is the estimated elasticity of manufacturing investment to value added from Table II . The independent variables are a summary measure of financial development (FD), a measure of stock market capitalization to GDP (STK/GDP), a measure of credit outstanding to GDP (CRED/GDP), and the 1960 value of log per-capita GDP. These variables are summarized in Appendix I. In specifications (1) - (7), estimation is by least squares. In specifications (8) and (9) The dependent variable in (1) - (3) is the elasticity of manufacturing investment to value added, estimated using only observations in which industry value added increased versus the prior year. The dependent variable in (4) -(6) uses only observations in which industry value added decreased versus the prior year. The dependent variable in (7) - (9) is the between-year estimator (for a given country, a regression of mean industry investment growth in that year on mean industry value added growth in that year). The sample in (7) -(9) includes only countries with at least 15 years of data. The dependent variable in (10) - (12) is the within-year estimator (the year fixed effects estimator). The independent variables are a summary measure of financial development (FD), a measure of stock market capitalization to GDP (STK/GDP), a measure of credit outstanding to GDP (CRED/GDP), and the 1960 value of log per-capita GDP. These variables are summarized in Appendix I. Estimation is by least squares. Robust standard errors are in parentheses.
*** , ** and * denote statistical significance at the 1%, 5%, and 10% levels, respectively. The dependent variable in (1) - (6) is the estimated elasticity of manufacturing investment to value added from Table II . The dependent variable in (7) and (8) is the difference between the elasticity estimate for growing industry-year observations and the estimate for declining industry-year observations. The independent variables are a measure of stock price synchronicity (the average fraction of stocks moving in the same direction in a given week of the first 26 weeks of 1995) from Morck et al. (1999) (mean = .664, SD = .043, n = 33). SOE is the fraction of an economy's output due to state-owned enterprises (mean = .132, SD = .106, n = 39) from the World Bank (1995) . RIGHTS is an index of effective investor rights. It is the product of a measure of the rule of law (0 -1, continuous) and the number of important shareholder and creditor rights (0 -10, integer) in the country's legal code (mean = 3.73, SD = 1.93, n = 41 
